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A strong start for markets in January was quickly replaced by uncertainty and volatility, which continue to this day. How
might the rest of the year play out? Today Andrew Pease, Global Head of Investment Strategy, looks back over the year so far
and discusses the January effect.

"So goes January, so goes the year"

The S&P 500® Index started the year with a bang, rising 5.6% for the largest January gain in 20 years.1 An old market saying is: "So
goes January, so goes the year." In the past 50 years, there have been nine other instances of January gains greater than 5%. In eight of
those years, the calendar year gains averaged 26%.2 The exception was 1987, and we all know what happened that year…
The January effect
Will the January effect hold true this year? This year's January euphoria has quickly given way to uncertainty and volatility. Inflation
fears, U.S. Federal Reserve (The Fed) tightening and the threat of a trade war have cast a shadow over investor sentiment. On the other
hand, U.S. tax cuts and fiscal stimulus are supporting economic growth and corporate earnings.

The bullish case

Markets usually peak around six months prior to a recession, and in the last 50 years have never peaked more than 12 months
before a recession (although the 1987 bear market was outside of a recession).3
Our models and analysis place low odds on a recession before late 2019. A January 2018 peak in the S&P500 is too early
under this scenario.

Global economic growth and corporate earnings are still robust.
The Fed isn't restrictive yet. Monetary policy is becoming less accommodative, but the Fed hasn't lifted interest rates by
enough to be a brake on the economy.

The bear-market case

The U.S. equity market is very expensive. The CAPE Shiller price-to-earnings ratio is over 31 and higher than before the 1929
market crash.4 The market was more expensive only during the tech bubble of the late 1990s.
Expectations for economic growth and corporate earnings are very high. Investors are more likely to be disappointed than
surprised going forward.
U.S. inflation is gradually picking up, which will make the Fed a bigger headwind for markets.
The trade war between the U.S. and China could escalate and send the global economy into a downturn.

Cycle, Value and Sentiment

A robust investment decision making process
At Russell Investments, we're guided by our cycle, value and sentiment (CVS) investment decision-making process:
Cycle tracks the medium-term forces driving the market. Today, we score this as modestly positive, given the strength in global
earnings and relatively low near-term recession risks.
Valuation is an excellent predictor of long-term returns and a short-term indicator of risk. We believe long-term returns are likely to be
modest. We score current equity valuations as high, which means the market is very sensitive to negative news, hence the rise in
volatility.
Sentiment captures the short-term battle between fear and greed. Euphoria was taking hold in January and markets were very
overbought. The subsequent correction has shaken confidence, but has not sent sentiment towards panic, which would be a contrarian
buy signal. We score sentiment as neutral to slightly positive, given the upward momentum trend.

Market myth

The January effect is more market myth than reality—there's no fundamental reason why a strong start should drive the outcome for
the year. Cycle and sentiment suggest the market can push higher, but expensive value hangs over the outlook. Be prepared for
volatility, watch the cycle fundamentals, be concerned when investors turn euphoric and look to lean in when pessimism takes hold.
That's what we will be doing.
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